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ABSTRACT

Problems in Applying Auditing and Accounting Standards
to the Small Business
Sandra L. Thornton
The University of North Dakota Graduate Center, 1989
Faculty Advisor:

Dr. Orville Goulet

For several years, the small business constituency
has encountered problems in applying both auditing standards and accounting standards to the small business.

These

application problems are inherent in the standards themselves since they appear to have been developed and written
for the large, public businesses rather than small, private
businesses.
There are several characteristics that distinguish
small, private businesses from large, public businesses.
These characteristics often cause many difficulties to the
auditor of small businesses because they either do not
apply to small business or they are difficult to apply
simply because the business is small.
The problems auditors of small businesses have in
applying the auditing standards are related to the problems
the small businesses have in complying with accounting
standards because auditing standards are often developed as
a result of a specific accounting standard.
vii

The accounting

standards are similarly difficult for small businesses to
comply with because they, too, either do not apply or are
extremely difficult to comply with because of those
characteristics that classify the business as being small.
Because the small business issues with the
accounting literature have gained national attention, the
accounting agencies responsible for the development of the
auditing and accounting standards are addressing the
potential problems and are in the process of developing
workable solutions to these problems.

viii

CHAPTER I
INTRODUCTION
The accounting profession often confronts certain
difficulties when auditing the financial statements of
small businesses.

Of notable significance are the practice

problems involved in applying the ten generally accepted
auditing standards (GAAS) and the statements on auditing
standards (SAS) to small business engagements.

The audit-

ing problems may be considered an indirect result of the
financial reporting standards issued by the Financial
Accounting Standards Board (FASB).

Small businesses suffer

from similar problems in complying with the reporting
standards.

These standards appear to have been developed

and written with the large businesses in mind rather than
the small.

Such oversights in the standards could be a

result of the fact that large businesses are more visible
than small ones, and thus, the economic significance of
small businesses is often underestimated.

However, busi-

nesses that meet the requirements of the definition of a
"small business" clearly make up an overwhelming majority
of all the businesses in operation in the United states. 1
1 R. K. Mautz and Hussein A. Sharaf, The Philosophy
of Auditing (Sarasota: American Accounting Association,
1984), p. 60.

1

2

Since the small business is of such economic significance,
the accounting profession should consider the information
needs of small business management as well as the investors
and creditors of small businesses.

Therefore, professional

accounting literature should be applicable to small businesses and should encourage meaningful communication of
financial information to its users. 2
Purpose of the Study
The purpose of this paper is to determine whether
the standards, in their present form, actually provide
guidance to the auditor on requirements for the expression
of an opinion.

Specific standards will be examined to

reveal the most pervasive problems encountered by the
auditors of small businesses and their relation to the most
prevalent characteristics of small businesses.

In addi-

tion, the accounting standards overload will be examined to
assess the difficulties small businesses encounter in their
attempts to comply with financial reporting requirements.
This paper is divided into seven chapters.

Chapter

I presents an overall introduction to the paper, the problem statement, the justification of the study, the scope
and limitations of the study, the methodology used, and a
brief summary of the chapter.
Chapter II discusses the economic significance
2 o. D. Raiborn, Audit Problems Encountered in small
Business Engagements (New York: AICPA, 1982), p. 1.

3

of small business and several valid definitions of a "small
business."

For the purposes of this study, a thorough

description is clarified and discussed.

Chapter III deals

with specific problems in applying the ten GAAS to small
business clients.

Chapter IV concentrates on the problems

of applying specific statements on auditing standards to
small business engagements.
Chapter V addresses the difficulties small businesses have in meeting the requirements of generally
accepted accounting principles (GAAP).

Chapter VI examines

pertinent solutions to the standards issue and researches
progress made by the American Institute of Certified Public
Accountants (AICPA) and the FASB.
Chapter VII includes a summary of the study, findings and conclusions of the study, and general recommendations.

Finally, the appendix includes research vehicles

and pertinent findings in the literature.
Problem Statement
This paper addresses the problems that the
accounting profession often encounters when auditing small
businesses.

Because of the special characteristics which

are usually found in small businesses, auditors often have
questions concerning the application of the auditing
standards to small businesses.

Of special significance,

auditors are often confused about the requirement for the
study and evaluation of internal accounting control.

4

Auditors of small businesses often feel that reliance on
internal accounting controls is not justifiable because of
the lack of segregation of duties or the potential for
management override, both of which are characteristic of
small businesses.3
In the course of examining these problems, it is
necessary to adequately describe those characteristics
specific to small businesses.

This paper will relay such a

definition in order to begin to analyze the problems small
business auditors face.

Since SAS are often developed in

response to pronouncements issued by the FASB, the problems
small businesses face to comply with financial reporting
requirements will be examined.
Justification
Many of the topics covered by auditing standards
typically apply only to large businesses, primarily because
auditing standards are developed in response to pronouncements of the FASB or requirements of the Securities and
Exchange Commission (SEC). 4

For example, FASB Statement

19, "Financial Accounting and Reporting by Oil and Gas
Producing Companies," FASB Statement 25, "Suspension of
Certain Accounting Requirements for Oil and Gas Producing
Companies," and FASB Statement 33, "Financial Reporting and
3 Albert L. Schaps et al., "Auditing Small Business-A New Look," CPA Journal 54 (October 1984):14.
4Raiborn, Auditing Problems, p. 1.

5

Changing Prices," prompted the AICPA Accounting Standards
Board to issue such auditing standards as SAS 27, "Supplementary Information Required by the Financial Accounting
Standards Board," SAS 28, "Supplementary Information on the
Effects of Changing Prices," SAS 33, "Supplementary Oil and
Gas Reserve Information," and SAS 40, "Supplementary Mineral Reserve Information."

All of these auditing standards

provide guidance to the auditor concerning supplementary
information, which, according to FASB Statements 19, 25,
and 33, must be provided only by large public entities or
entities filing with the SEC. 5

Therefore, these statements

on auditing standards, as well as the FASB statements,
focus primarily on large businesses.
Other statements on auditing standards that do not
apply specifically to large businesses are difficult to
apply to some small businesses because of certain characteristics specific to that small business.

Certain

conditions may inhibit the auditor's ability to reach
the necessary level of assurance that warrants the
expression of an opinion on the financial statements. 6
However, the auditing standards issued by the AICPA still
apply regardless of the size of the audited business, even
though the small business auditor may encounter certain

5 Ibid., p. 2.
6 Ibid., p. 4.

6

implementation problems. 7
The problems encountered in the auditing of small
businesses and in the reporting of financial statements by
small businesses have attracted the attention of the
profession at the national level as well as the ASB.

In

response to these problems, the Board created a special
task force to study the auditing standards and related
problems of small business audits.

The findings of the

task force prompted the ASB to issue SAS 43, "Omnibus
Statement on Auditing Standards," which answered some of
the questions raised by those involved in small business
audits. 8

This and any other formal guidance issued by the

AICPA and the FASB should reduce the difficulties involved
in applying auditing and reporting standards to small
businesses, and should increase the effectiveness and
efficiency of these audits and the financial statements
being audited.
Scope and Limitations
The significant audit and reporting problems
discussed in this paper are limited to those of small
businesses in the application of the ten GAAS, the SAS,
and the GAAP.

This study does not explore audit and

accounting problems that relate to large businesses.

Their

7"Review of Problems in Small Business Audits," CPA
Journal 53 (October 1983) :80.
8 schaps, "Auditing Small Businesses," p. 12.

7

implementation problems may be similar to those related to
small businesses, but the reasons for the problems are
usually quite different. 9
The problems inherent in the standards cannot be
thoroughly clarified without first setting forth a clear
definition of a "small business."

By necessity, the

characteristics defined in this paper are limited to those
of a general nature.

However, the existence of any one of

the operational conditions used to define a small business
presents difficulties in the application of several
standards.
Furthermore, the findings in this study are intended to enlighten and guide the small business auditor
in his/her attempt to overcome the problems discussed.
Methodology
The research of this study entailed the examination
of the ten generally accepted auditing standards, their
interpretations, the statements on auditing standards, and
the generally accepted accounting principles in order to
determine which of the standards cause implementation
problems and the importance of the problems.

A review of

the business periodical literature was conducted to include
information and findings of other articles and studies.
Each of the problems is addressed and dealt with

9 Raiborn, Audit Problems, p. 5.

8

individually.
Summary
Chapter I presented an overview of the topic of
this paper.

Specifically, the problem statement, the jus-

tification, the scope and limitations, and the methodology
were all cited and discussed in detail.

Therefore, the

purpose of this study is thoroughly explained in Chapter I.
Chapter II will focus on presenting a clear definition of a
"small business" for the purpose of this study.

CHAPTER II
DEFINITION OF A SMALL BUSINESS
Economic Significance
It is appropriate to study the effects of auditing
and accounting issues on the small business primarily because of the overwhelming significance that small business
has in our nation today.

It plays a major role in the

economy and livelihood of our country.

Eighty-eight

percent of businesses in operation have fewer than 20
employees, and businesses with fewer than 100 employees
account for 40 percent of all paid employment. 10

Small

business has also been recognized as the major creator of
new jobs in America, creating over three million jobs in
1986 alone. 11
Small business plays a distinctive role in new and
innovative products and services.

According to some ex-

perts, small businesses can bring new products and services
to market three times faster than large businesses and at
10 u.s., Department of Commerce, Bureau of the

Census, Bureau of the Census, County Business Patterns, pt.
1, (Washington, D.C.: Government Printing Office, 1986), p.
xii.
11 Bruce J. Harper, "Small Business," Journal of
Accountancy 163 (June 1987):121.

9

10

half the cost. 12

Clearly, small business represents a key

factor in the United States economy.

For these reasons and

more, the accounting profession must recognize the information needs of the users of financial statements of small
businesses.

In order to promote meaningful communication

of the auditing and accounting standards overload, an
understanding of small business as it pertains to accounting information must first be established.
Specific Characteristics
Small business is difficult to define since
different people have different views of just how small a
small business is. 13

Two of the challenges of the various

task forces that have studied small business issues are
developing a working definition of small business and
determining how auditing and accounting standards might
affect an enterprise with selected characteristics. 14

Even

though the term "small business" is used throughout the
literature of auditing and accounting standards, there is
no written consensus on the definition of small business. 15
1 2 stephen H. Collins, "Will the Entreprenurial
Fire Burn out?", Journal of Accountancy 163 (June
1987) :146.
1311 The FASB Responds to Small Business," CPA
Journal 57 (January 1987):18.
14 wayne s. Upton, Jr. and Carol Lynn ostergaard,
"The FASB Response to Small Business," Journal of
Accountancy 161 (May 1986):94.

11

The Small Business Administration (SBA) developed a
definition of the small business with the Small Business
Act of 1953 (as amended), which reads as follows:
A small business concern shall be deemed to be one
which is independently owned and operated and which is
not dominant in its field of operation . . .
The SBA's definition also calls for certain employment and
sales criteria, which vary from industry to industry. 16
The Committee for Economic Development (CED)
defines a small business as being one that possesses two or
more of the following features:
(2) owner-supplied capital,

(1) independent owners,

(3) mainly local operations,

and (4) relatively small size within the industry. 17

How-

ever, definitions such as these are not stated in terms of
the specific factors that may have an effect on audits of
those companies. 18

Those who attempt to define small

business must draw their own boundaries between large and
small companies.

Such distinctions are notoriously sub-

jective and include versions of both size and ownership. 19
It is concluded, then, that no uniform definition of small
15 Howard D. Lowe, "Standards Overload: What Must
be Done," Management Accounting 68 (June 1987):57.
16 Mautz, Philosophy of Auditing, p. 60.
17Raiborn, Audit Problems, p. 9.
18 American Institute of Certified Public
Accountants, Audits of Small Businesses: Applying Selected
SAS's (New York: AICPA, 1984), p. 1.3.
19upton, "FASB Response," p. 94.

12

business can be applied to all accounting issues.

The

notion of what makes up the small business community is a
subjective judgment based in large part on individual
perspectives and prejudices. 2 0
Although the auditing and accounting standards
overload problem is usually stated in terms of small versus
large, much of the discussion comes back to private versus
public. 21

Many small businesses are private entities, and

a few are public corporations.

Despite different variat-

ions in organizational structure and possible variations in
size, small businesses tend to have specific characteristics that distinguish them from larger businesses. 22
For the purposes of auditing, a small business can
best be described as one having some or all of the following characteristics:
1.

Concentration of ownership or operational control
in one or more individuals, creating owner/manager
dominance

2.

Limited segregation of functions within the
accounting system because of the small number of
employees

3.

Greater potential for management override of
internal accounting control

4.

Limited accounting knowledge of management,
personnel, and employees
2011 The FASB Responds to Small Business," p. 18.

2 1 Lowe, "Standards Overload," p. 58.
2 2 oan M. Guy and Marilyn Zulinsky, "Auditing a
Small Business," The Practicing CPA 48 (March 1982):7.
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5.

Inactive or ineffective policy-making body (i.e.,
board of directors)

6.

Easy access to physical assets by clerical and
administrative personnel

7.

Management's inability or reluctance to hire
employees having accounting experience or formal
accounting training

8.

Informal record keeping systems and inadequate
documentation of transactions. 23

The first two characteristics are considered primary
characteristics while the last six are considered secondary
characteristics.

The secondary characteristics usually

result from the primary characteristics and tend to be
present less frequently.24
These characteristics of a small business do not
take the size of the company or the form of ownership into
consideration.

These features may be characteristic of any

company regardless of its size or whether it is public or
private.

Therefore, similar auditing problems may occur if

some or all of these features are present in the company. 25
Owner/Manager Dominance
The first characteristic, owner/manager dominance,
often occurs when the management of small business is
23 D. D. Rai'b orn, Dan M. Guy, and Marilyn zulinski,
"Solving Audit Problems in Small Business Engagements,"
Journal of Accountancy 55 (April 1983): 53.
24 Ib'd
i . , p. 51.
25 Aroerican Institute of Certified Public
Accountants, Applying Selected SAS's, p. 1.4.
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dominated by an individual who also has an ownership
interest in the business.

The owner/manager leadership

style and knowledge is the leadership style and knowledge
of the entire company.

He/she has a strong sense of

independence from outside control.

These conditions in a

business environment tend to create management dominance,
and therefore, the auditability of a small business often
depends on the manager's ability and/or willingness to
establish effective accounting control. 2 6

Professional

opinions differ about whether a small business auditor
should rely on controls actually performed by the owner/
manager.

Some professionals feel that these controls

are stronger than those in large businesses because the
owner/manager has such a direct intimate knowledge of the
operations of the business.

Others feel that they cannot

be relied upon because of the potential of management
override, the third characteristic listed. 27

It may also

be unwise to rely on owner/manager controls because of the
risk that the owner/manager may be performing incompatible
functions. 28
Limited Segregation and Easy Access to Assets
A small business very often suffers from the
2 6 Raiborn, Audit Problems, p. 10.
2 7Raiborn, Solving Audit Problems, p. 54.
2 8 Guy, Auditing A Small Business, p. 7.

15

disadvantage of limited segregation of duties.

Typically,

one of the major causes of weak internal accounting control
in small businesses is the small number of employees which
prohibits adequate segregation of duties. 29

Proper segre-

gation of duties can only be achieved if no single person
performs incompatible functions or "functions that place
the employee in the position to perpetrate and conceal
errors or irregularities in the normal course of his/her
duties."

Those functional responsibilities which should

be separated include record keeping, custodianship, and
authorization. 30

Generally, small businesses do not have

a sufficient number of accounting personnel to separate
each of these duties, which accordingly effectuates an
inadequate system of internal control.

An insufficient

number of employees also creates a situation in which
clerical and administrative employees have easy access to
financial records and physical assets, which accounts for
another internal accounting control deficiency. 31
Limited Accounting Knowledge
The fourth characteristic listed in describing a
small business concerns limited accounting knowledge of
the owners, managers, and other employees.
29 rbid.
30Raiborn, Audit Problems, p. 80.
31 I b'd
1 ., p. 12.

Many large

16

businesses have the benefit of the collective knowledge of
its many employees.

Small businesses obviously fall short

of this collective knowledge as a result of its small
number of employees.

Inadequate accounting knowledge may

lead the small business manager to financial decisions
which are detrimental to the company.3 2

For example, many

businesses do not recognize the limitations of maximizing
sales while they neglect control over planning, expenses,
and budget-ing; therefore, the business inevitably fails
because of lack of accounting knowledge.3 3
Inability To Hire Employees
With Accounting Experience
Many small businesses cannot afford to hire, or do
not feel that it is cost-beneficial to hire, employees with
accounting experience or formal accounting training. 34

If

managements of small businesses were able to hire such
trained personnel, they could allow for further segregation
of duties which would possibly decrease the risk of faulty
financial decisions.
Inactive Policy-Making Group
Many small businesses do not have an active or
32 I b'd
l. •

,

p. 10.

33Herbert H. Hand and A, Thomas Hollingsworth,
Practical Readings in Small Business (Philadelphia: W. B.
Saunders Company, 1979), p. 35.
34Raiborn, Audit Problems, p. 12.
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effective policy-making group, such as a board of directors
as described in the fifth characteristic.

The board of

directors of a small business generally has little interest
in the operations of the business because they do not
understand the need for supervision of the owner/manager,
have very little financial sense, and/or do not have the
time to put into such supervisory responsibilities. 35
Informally Designed Procedures
Informal record keeping systems and inadequate
documentation of transactions may also result in internal
accounting control deficiencies.

The potential for errors

and fraud is substantially increased in a business which
has informally designed procedures because the auditor
may not be able to trace documentation of transactions or
to tell who is responsible for specific duties or to
understand how the work is performed. 36

As a result, the

auditability of small businesses often is of particular
concern to the auditor. 37

In recent years, there has

been much debate as to the necessity, value, scope,
and feasibility of the audit requirement for small
businesses. 38
35 Ibid., p. 13.
36 Ibid., p. 12.
37 Raiborn, Solving Audit Problems, p. 51.
38 K. Keasey, R. Watson, and P. Wynarczk, "The

18

Other Characteristics
Small businesses are characterized by diversity in
size, product-market niche, and stage of development.

They

are constantly changing with the environment as they grow
and as their owner/managers mature.39

One of the major

characteristics of small businesses is that they are undercapitalized.

There is a low capital barrier to entry. 40

The owner/manager is typically the main source of capital
and resources, in which case the owner/manager's willingness to guarantee the company's debts will limit the
business's resources. 41

Small Company Audit Qualification: A Preliminary
Investigation," Accounting and Business Research 18 (Autumn
1988) :323.
39 Harper, "Small Business, 11 p. 121.
40 collins, "Entrepreneurial Fire," p. 146.
41Harper, "Small Business," p. 122.

CHAPTER III
THE PROBLEMS IN APPLYING GENERALLY ACCEPTED
AUDITING STANDARDS
The auditor of the small business engagement often
has considerable difficulties in applying GAAS and SAS's to
small business clients.

The auditing standards suffer from

a lack of specificity as a result of trying to cover audit
situations of both large and small businesses.

The

standards have been criticized by both the Commission of
Auditors' Responsibilities and the "Report of the Special
Committee of the AICPA to study the structure of the Auditing Standards Executive Committee."

Both noted the need

for more specific implementation guidance for auditors of
small businesses. 42

For example, SAS 1, section 320,

"Internal Control," provides guidance on internal accounting control evaluation, but it assumes the business has an
established system of accounting controls.

The standard

does not take into consideration limited segregation of
duties or limited controls characteristic of small businesses.

Neither does it provide guidance concerning

whether the auditor can rely on owner/manager controls or

42Raiborn, Audit Problems, p. 16.
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the effect of such reliance on the nature, extent, and
timing of audit tests.43
Identification of the specific implementation
problems of auditing standards which auditors of small
business engagements must confront is useful in working
toward an overall understanding of problems of the small
business audit.
The General Standards
The first three generally accepted auditing
standards are classified as the general standards, and they
provide a summary of the guidelines on the personality

.I

traits and qualifications that auditors should possess. 44
They are stated as follows:

,,
,,,j',

1.

The audit is to be performed by a person or persons
having adequate technical training and proficiency
as an auditor.

2.

In all matters relating to the assignment, an
independence in mental attitude is to be maintained
by the auditor or auditors.

3.

Due professional care is to be exercised in the
performance of the audit and the preparation of the
report.
Adequate Technical Training
The auditor's adequate and technical training and

43 I b'd
1. . , p. 16, 17.
44 oonald H. Taylor and G. William Glezen,
Auditing: Integrated Concepts and Procedures (New York:
John Wily & Sons, 1982), p. 15.

21

exercise of due professional care should not be affected by
the size of the audited business. 4 5

However, of these

three standards, independence is most easily impaired in a
small business audit. 46

One area of concern in maintaining

independence is the auditing of accounting work previously
performed by the auditor. 47

According to Interpretation

101-3 of the Rules of Conduct of the AICPA Code of Professional Ethics, an individual practitioner must meet the
following requirements in order to maintain his independence when providing accounting services to an audit client:
1.

The CPA must not have any relationship with the
client or conflict of interest that would impair
his/her integrity or objectivity.

2.

The client must accept the responsibility for the
financial statements as his own. A small client
may not have anyone . . . to maintain accounting
records and may not rely on the CPA . . . . The
client must be sufficiently knowledgeable of the
enterprises' activities and financial condition
and the applicable accounting principles.
including . . . fairness of valuation and
presentation and adequacy of disclosure.

3.

The CPA must not assume the role of an employee or
management conducting the operations of the entity
. . . cannot consummate transactions, have custody
of assets, or exercise authority on behalf of the
client. The client must prepare the source documents on all transactions in sufficient detail to
• . . maintain an accounting control over data
processed by the CPA . . . • The CPA should not make
changes in such basic data without concurrence with
the client.
45 Raiborn, Auditing Problems, p. 18.
46Taylor, Auditing: Integrated Concepts, p. 15.
4 7 Raiborn, Auditing Problems, p. 19.
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4.

In making an examination of financial statements
prepared from books and records that the CPA has
maintained • . . he must conform to generally
accepted auditing standards. The fact that he has
processed or maintained certain records does not
eliminate the need to make certain audit tests. 48
Independence
It is a common practice for CPAs to provide manual

or automated bookkeeping services to their smaller clients
who are unable to employ an adequate internal accounting
staff.

The fact that the CPA is auditing his/her own work

may impair his/her independence.

According to the profes-

sional standards, a CPA in this situation must assess
whether his/her audit will be lacking in a review of
mechanical accuracy or whether his/her judgments made in
recording transactions are reliable.

The guidelines stated

earlier should aid the auditor in maintaining independence.49
Due Professional Care
Another area of difficulty which auditors of small
businesses often encounter is the frequent social and
professional contact between the CPA and the client. 50
From the standpoint of many critics, such an intimate

48 American Institute of Certified Public
Accountants, Applying Selected SAS's, p. 3.3.
49 Ibid.
50 Raiborn, Auditing Problems, p. 19.
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relationship of confidence between the auditor and his
client would have to impair the auditor's complete
independence.

However, to most practicing CPAs, this

confidential relationship is not only important but
necessary. 51

Practitioners claim that such frequent

contact with clients is the very element that leads the
auditor to obtain a high level of confidence about the
client's integrity through constant exposure to the daily
operation of the client's business affairs. 5 2
Very often, managements of smaller clients are
willing to leave certain management decisions to the
auditor.

This implicit delegation of management decisions

to the auditor may also impair the auditor's independence.53

Performance of management advisory services by the

independent accountant need not affect the accountant's
independence on the following grounds:

(1) a substantial

difference exists between giving advice to management and
actually serving as management and

(2)

independence,

being a state of mind, can be maintained irrespective of
other relations with the client. 54
Studies performed by the commission on Auditors'

51 Mautz, Philosophy of Auditing, p. 212.
52 Raiborn, Auditing Problems, p. 19.
53 Ibid., p. 20.
5 4 Mautz, Philosophy of Auditing, p. 220.
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Responsibilities indicate that independence is impaired
more in appearance than in fact when the auditor of a
client also performs management advisory services.

In

response to this problem, K. J. Sharp suggests that the
audit work be assigned to one team and that the advisory
services be assigned to a separate team. 5 5
The Standards of Field Work
The second three standards, which are classified as
field work standards, concern the conduct of the audit.
They offer guidance in gathering evidence to support an
opinion of the auditor.

The evidence is based on reliance

that the auditor is able to place on the client's controls
that ensure reliable records and efficient operations and
on test of the financial statement balances and the transactions supporting these balances. 56

The standards of

field work are stated as follows:
1.

The work is to be adequately planned, and assistants, if any, are to be properly supervised.

2.

There is to be proper study and evaluation of the
existing internal control as a basis for reliance
thereon and for the determination of the resultant
extent of the tests to which auditing procedures
are to be restricted.

3.

Sufficient competent evidential matter is to be
obtained through inspection, observation, inquiries, confirmations to afford a reasonable basis for

55Raiborn, Auditing Problems, p. 20.
56 Taylor, Auditing: Integrated Concepts, p. 17.
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an opinion reqarding the financial statement under
examination.5
Each of these field work standards may present problems to
the auditor of a small business. 58
Planning and Supervision of the Audit
Doubts concerning the reliability of internal
accounting controls place a constraint on the planning of a
small business audit because of the need to perform audit
tests on or after the balance sheet date.59

Substantive

tests applied to the details of asset and liability
accounts on an interim basis usually do not prove to be
cost effective because substantive testing from the interim
date through the balance sheet date cannot be reduced. 60
In contrast, larger businesses with a strong internal
control system may be able to have much of their audit work
performed at interim dates rather then entirely at yearend.61

In addition to the necessity of performing the bulk

of the audit work on or after the balance sheet date, the

57 American Institute of Certified Public
Accountants, AICPA Professional Standards (Chicago:
Commerce Clearing House, Inc., 1983), p. 150.02.
5811 Review of Problems," p. 80.
59 Ibid.
60Michael J. Rolleri, "Auditing the small
Business," Journal of Accountancy 160 (August 1985):151.
61 American Institute of certified Public
Accountants, AICPA Audit and Accounting Manual (Chicago:
Commerce Clearing House, 1988), p. 21.
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auditor of small businesses does not have the luxury of an
internal audit staff and accounting personnel, which larger
businesses have, to assist the auditor in locating invoices
and other related correspondence.

The lack of client

assistance should be considered by the small business
auditor in his planning and timing of audit tests. 62
Informal record keeping systems and lack of
internal accounting controls increase the possibility of
unrecorded transactions, and therefore, more experienced
personnel are needed at the lowest level of a small
business audit.

More experienced personnel are needed to

assess the completeness of recorded transactions, to apply
analytical review procedures, and to detect certain errors
that could affect the overall reliability of the financial
statements. 63
Internal Control
The study of internal accounting control includes
the evaluation of both administrative and accounting
controls.

Administrative controls are those dealing with

the plan of organization and the procedures and records
that are concerned with the decision processes leading to
management's authorization of transactions.

Accounting

controls are those dealing with the safeguarding of assets
6211 Review of Problems," p. 80.
63 Rolleri, "Auditing the Small Business," p. 151.
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and the reliability of financial records. 64

Operative

control objectives in a reliable accounting control
environment include:
1)

Transactions are executed in accordance with
management's general or specific authorization.

2)

Transactions are recorded as necessary (a) to
permit preparation of financial statements in
conformity with generally accepted accounting
principles or any other criteria applicable to such
statements and (b) to maintain accountability for
assets.

3)

Access to assets is permitted only in accordance
with management's authorization.

4)

The recorded accountability for assets is compared
with the existing assets at reasonable intervals
and appropriate action is taken with respect to any
differences. 65
Characteristics of small businesses, such as

limited segregation of accounting duties and owner/manager
dominance, may have serious effects on the study and
evaluation of internal accounting contro1. 66

Because of

these characteristics, the auditors of small business
clients often place little or no reliance on internal
accounting control structure in planning the audit.

Such

planning decisions often run the risk of causing inefficient audits as well as reduced feedback to the clients
regarding feasible control improvements. 67
6 4 Raiborn, Auditing Problems, pp. 21, 22.
65 Taylor, Auditing: Integrated Concepts, p. 284.
6 6 Raiborn, Solving Audit Problems, p. 53.
67 Terry J. Engle and David M. Dennis, "Benefits of
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SAS 43
In August 1982, the Accounting Standards Board
issued SAS 43, "Omnibus Statement on Auditing Standards,"
which amended SAS 1, section 320, "Internal Control," to
clarify the minimum study and evaluation of internal
accounting control required if the auditor cannot rely on
the entity's control procedures. 68

The requirements of SAS

43 are as follows:

1)

Obtaining an understanding of the control environment

2)

Obtaining an understanding of the flow of transactions through the accounting system

3)

Documenting the basis for the auditor's decision
not to rely on accounting contro1. 69
The control environment of an organization includes

knowledge of the organizational structure, the methods used
by the client to communicate authority and responsibility,
and the methods used by management to supervise the control
system. 70

In a small business, the control environment is

significantly affected by the characteristics of limited
segregation of duties and owner/manager dominance.
Therefore, in most small businesses, an understanding of
an Internal Control structure Evaluation in a Small
Business," The Ohio CPA 48 (Spring 1989):5.
68 schaps, "Auditing Small Businesses," p. 14.
69American Institute of Certified Public
Accountants, Applying Selected SAS's, p. 5.3.
70Raiborn, Solving Audit Problems, p. 53.
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the control environment is desirable in order to determine
the extent of further internal accounting control and
evaluation and to assess the company's auditability, as
discussed earlier.
Understanding the flow of transactions means the
auditor should understand how accounting information flows
to the accounts in the client's financial statements.

This

understanding is required to help the auditor in the development of appropriate substantive tests. 71

Knowledge of

the existence and availability of documents and records and
their relationship to the accounts in the financial statements is essential to an auditor in designing substantive
tests. 72

The flow of transactions pertains to the account-

ing system; therefore, it is important to distinguish
between the accounting system and the internal accounting
control system. 73

An accounting system is concerned with

"the accounts, records, and procedures needed to process
accounting data to prepare the financial statements,"
whereas an internal accounting system refers to "the
policies and procedures added to the accounting system to
provide reasonable assurance that financial records
generated by the accounting system are reliable and that
71 Ibid.
72 American Institute of Certified Public
Accountants, Applying Selected SAS's, p. 5.7.
7 3 Raiborn, Solving Audit Problems, p. 53.
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assets are safeguarded."74
The emphasis of the second requirement of SAS 43 is
on the flow of accounting information.

It specifically

includes the following:
1)

knowing what major transaction classes apply to the
client's operation

2)

knowing what authorizations relate to each major
transaction class

3)

knowing what accounting records [documents and
formal records] and accounts are involved in each
major transaction class. 7 5
After performing the first two requirements of SAS

43, the auditor may or may not decide to extend his review
of the control system.

If the auditor decides not to rely

on the internal accounting control, he is required to document his decision.

He is not required to document the

accounting system or the internal accounting control
system, perform compliance tests, or complete an internal

:,;1

'i'i

control questionnaire in compliance with the second
standard of field work. 76
Owner/Manager Controls
Because small businesses tend to be characterized
by limited segregation of duties, many control procedures

74 American Institute of Certified Public
Accountants, Applying Selected SAS's, p. 5.6.
75 Ibid., p. 5.7.
7 6Raiborn, Solving Audit Problems, p. 53.

,,,,,
''i'
1.1·,

:'1·

1!,
'!

,;1

iii

i,,;

31

must be performed by th<c; owner/manager.77

The AICPA has

defined owner/manager controls as being:
. . . either primary or secondary controls that are
performed by an owner, manager, or other employee
having responsibility for achieving the objectives
of the entity and the authority to establish the
policies and make the decisions by which such
objectives are to be pursued. Such control
procedures are designed to achieve, or contribute
to the achievement of, one or more objectives of
internal accounting contro1.7 8
owner/manager controls are not fundamentally different from
control procedures performed by employees in other organizational positions.

However, owner/manager controls may be

ineffective against errors or irregularities perpetrated by
management or against errors in management's estimates and
judgment. 79
These and other limitations of an internal accounting control system can be offset by owner/manager controls
when the owner/manager:
1)

Effectively uses accounting information in budgeting, planning, and day-to-day managing of the
business.

2)

Seeks explanations for discrepancies between the
accounting information with which he is provided
and his expectations based on his knowledge of the
business.

3)

Is aware of the potential meaning of unusual items,
customer complaints, etc., which come to his
77 I b'd
J. . , p. 54.
78Raiborn, p. 22.

79 American Institute of Certified Public
Accountants, Applying Selected SAS's, p. 7.4.
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attention.
4)

Enlists non-accounting employees (i.e. receptionists, secretaries) to perform certain accounting
control functions on a part-time basis where the
segregation of duties is important.

5)

Requires his prior authorization of certain (types
or amounts) of transaction or his personal approval
before or when payment is made.so
The auditing standards offer no guidance on whether

reliance on owner/manager controls is appropriate or when
it is inappropriate.Bl

The auditor is wise to get to know

as much about the owner's reputation for honesty and
integrity because this will have a direct impact on the
fairness and completeness of financial statements. 82
Professional literature suggests that in evaluating
owner/manager control, the auditor should first consider
whether it is adequately designed to provide reasonable
assurance that a control objective can be met.

The auditor

should then consider if the owner is performing incompatible functions in the performance of the control procedures.
The auditor should also assess the possibility of management override. 83

80 Raiborn, Audit Problems, p. 23.

81 Ib'd
1.,p.24.
82 Rolleri, "Auditing the Small Busines,
83 Raiborn,

11

Solving Audit Problems, p. 54.
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Sufficient Evidence for an Opinion
The third and final standard of the field work
concerns gathering sufficient evidence regarding representations contained in the client's financial statements.
Evidence consists of underlying accounting data and other
corroborating information including books of original
entry, general and subsidiary ledgers, documents supporting
transactions, analyses, and other documents. 84

The

standard stipulates that the evidence must be competent and
sufficient.

Competency refers to validity and relevance of

the evidence where validity is a function of the circumstances under which the evidence is gathered. 85

For

instance, external information is more reliable then
internal; information produced under an adequate system of
internal accounting control is more reliable than information produced under an inadequate system of internal
accounting control; direct information is more persuasive
than indirect. 86

Sufficiency refers to the amount and

kinds of evidence obtained.

Auditors must use professional

judgment in selecting specific audit procedures and in
deciding the amount and type of evidence to be gathered. 87
8 4Raiborn, Audit Problems, p. 25.
B5Taylor, Auditing: Integrated Concepts, p. 443.
B6Raiborn, Audit Problems, p. 25.
87 Taylor, Auditing: Integrated Concepts, p. 443.
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Because the standard requires sufficient, competent evidential matter, it is extremely important for the business to
maintain accurate accounting records, which are a necessity
for a company to be auditable.88
This places a burden on small businesses because of
their tendency to have informal, incomplete, or inaccurate
record keeping functions which lack documentation of
authorization of transactions, credit approval, and
purchase orders.

Such inadequacies usually result in an

extension of the auditor's substantive testing and/or an
increase in the risk of unrecorded or inaccurately recorded
transactions.
The auditor may decide to use management representations as evidence if the representations agree with
other corroborating evidence.

These representations are a

part of evidential matter but are not a substitute for
audit procedures necessary for the auditor to form an
opinion on the financial statements.89
The Reporting standards
The last four general standards describe the nature
and content of the auditor's report. 90

The requirements of

the reporting standards are as follows:
88 Raiborn, Audit Problems, p. 25.
89 rbid., p. 25, 26.
90 Taylor, Auditing: Integrated Concepts, p. 15.
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l.

The report shall state whether the financial
statements are presented in accordance with
generally accepted principles of accounting.

2.

The report shall state whether such principles have
been consistently observed in the current period in
relation to the preceding period.

3.

Informative disclosures in the financial statements
are to be regarded as reasonably adequate unless
otherwise stated in the report.

4.

The report shall either contain an expression of
opinion regarding the financial statements, taken
as a whole, or an assertion to the effect that an
opinion cannot be expressed. When an overall
opinion cannot be expressed, the reasons therefore
should be stated. In all cases where an auditor's
name is associated with financial statements, the
report should contain a clear-cut indication of the
character of the auditor's examination, if any, and
the degree of responsibility he is taking. 91
The reporting standards are also affected by the

specific characteristics of the small business.

The

informal records and inadequate accounting control systems
of small businesses cause problems in determining whether
GAAP have been consistently applied. 92

The problems that

are encountered with the first and second reporting
standards are compounded by the existence of problems in
applying GAAP to small businesses.

The problems of GAAP

are similar to those of GAAS in that they appear to have
been written primarily for larger businesses rather than
sma11. 93

Therefore, small businesses inevitably have

91 American Institute of Certified Public
Accountants, AICPA Audit. and Accounting Manual, p. 150.02.
92 Raiborn, Audit Problems, p. 26.
93 R. D. Nair and Larry

c.

Rittenberg, "Alternative
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problems conforming to GAAP, which is addressed further in
this report.
The third reporting standard of adequate disclosure
of relevant information may be harder to determine in small
businesses because of inadequate record keeping.

An evalu-

ation of the adequate disclosure may be further complicated
by the lack of accounting knowledge of management and
personnel of the typical small business. 94

I

,!.i

Accounting Principles for Smaller Businesses: Proposals and
Analysis," Journal of Commercial Bank Lending 21 (April
1983) :2.
94 Raiborn, Solving Audit Problems, p. 81.

CHAPTER IV
THE PROBLEMS IN APPLYING STATEMENTS
ON AUDITING STANDARDS
The SAS's are formally separate from the ten
generally accepted auditing standards.

SAS's are

considered to be interpretations of GAAS.

Rule 202

of the AICPA Code of Professional Ethics provides for
the enforcement of SAS's and holds the auditor ethically
responsible for the statements on auditing standards as
well as for the ten GAAs. 95
However, characteristics of the small business
environment may pose difficulties on certain statements on
auditing standards just as those same characteristics
caused problems in the implementation of GAAs. 96
Problems with Specific SAS's
Related Party Transactions
SAS 6, "Related Party Transactions," was issued to
provide the auditor with guidance on disclosures of related

9 5 Irvin N. Gleim and Patrick R. Delaney, CPA
Examination Review: outlines and study Guides (New York:
John Wiley & Sons, 1984), p. 92.
96 Raiborn, Audit Problems, p. 28.
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party transactions. 97

Related parties include affiliated

companies, principal owners, management, members of immediate families of owners and management, entities for which
investments are accounted for by the equity method, and any
party with which the reporting entity may deal with when
one party has the ability to significantly influence the
management on operating policies of the other, or to the
extent that one of the parties does not fully pursue its
own separate interests. 98

Related party transactions are

those transactions between a parent company and its
subsidiaries, its stockholders, or other affiliates. 99
According to the requirements of SAS 6, the auditor must
identify related party transactions and satisfy himself
concerning their substance, accounting, and financial
statement disclosure.100
When informal record keeping, weak internal
accounting controls, or lack of board minutes are features
of the business being audited, the auditor may find it
difficult to identify related parties and/or related party
transactions.

The identification of related parties and

97 Taylor, Auditing: Integrated Concepts, p. 467.
98 American Institute of Certified Public
Accountants, Codification of Statements on Auditing
Standards, (New York: AICPA, 1982), p. 335.03.
9 9Taylor, Auditing: Integrated Concepts, p. 167.
lOOAmerican Institute of Certified Public
Accountants, Codification of statements, p. 335.03.
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related party transactions is also difficult when the
auditor must rely heavily on inquiry of management.

The

auditor is exposed to increased risk under any of these
circumstances.

Guidance in all of these areas may be

necessary for the auditor of the small business to meet the
requirements of SAS 6.101
Inquiry of a Client's Lawyer
There are three significant audit problems related
to SAS 12, "Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments."

According to SAS 12, the

auditor must obtain evidence concerning the existence of a
condition, situation, or set of circumstances which indicate an uncertainty as to the possible loss of an entity
arising from litigation, claims, and assessments.1° 2
Since the auditor does not ordinarily have the legal skills
necessary to make legal judgment, the auditor needs to
request the management of the client to authorize a letter
of inquiry to the client's lawyers in order to obtain
evidence regarding these matters. 103
One problem the auditor may have to confront is
that many small businesses do not retain legal counsel on a
permanent basis from which the auditor can obtain informa101 Raiborn, Audit Problems, p. 29.
102 American Institute of Certified Public
Accountants, Codification of statements, p. 337.04.
l03Raiborn, Audit Problems, p. 29.
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tion on litigation, claims, and assessments. 104

This

situation presents no problems as long as the company has
no material litigation or claims.

The auditor may depend

on the following audit procedures to disclose the existence
of litigation, claims, and assessments:

1.

Inquiring of management about the possibility of
unrecorded contingencies or commitments.

2.

Reading minutes of directors or stockholders
meetings.

3.

Reading contracts, loan agreements, leases, and
similar documents.

4.

Reviewing current and past years' internal revenue
agent reports.

5.

Analyzing legal expenses and inspecting invoices
from lawyers. 105
The AICPA Technical Practice Aids does offer the

following guidance to auditors of small businesses that do
not retain lawyers on a permanent basis:
The auditor may express an unqualified opinion even
though he has not obtained a letter from legal counsel
of the company. The auditor should obtain written
representation from Company A that legal counsel has
not been retained for matters concerning business
operations that may involve current or prospective
litigation . . • .
If the auditor has no evidence of outstanding legal
matters, and the client has not consulted an attorney,
the auditor is not required to confirm with a
consulting attorney the absence of litigation.lOG
10 4 Raiborn, Solving Audit Problems, p. 56.
l0 5 American Institute of Certified Public
Accountants, Applying Selected SAS's, p. 10.71.
l0 6 American Institute of Certified Public
Accountants, Technical Practice Aids (New York: AICPA,
1987), pp. 9320.07, 8340.10.
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Another more significant problem which small
business auditors encounter concerning SAS 12 is that
lawyers tend to provide deficient responses.

For example,

lawyers' letters may contain legal terms, such as "meritorious defenses" or "without substantial merit," that are
difficult for the auditor to interpret. 107

The problem of

legal language is compounded by the fact that management
provides the instructions to the attorney, and small
business management often is unaware of the auditor's
specific needs.lOS

The AICPA Audit and Accounting Manual

provides suggestions to the auditor on improvement of SAS
12 inquiry letters in a section entitled, "Improving
Inquiry Techniques. 11 109
A third problem with SAS 12 concerns the illustrative letter to legal counsel presented in the appendix to
SAS 12.

This inquiry letter requires details concerning

the following:
1.

2.
3.
4.

The existence of a condition, situation, or set of
circumstances indicating an uncertainty as to
possible loss to an entity arising from litigation,
claims, and assessments.
The period in which the underlying cause for legal
action occurred.
The degree of probability of an unfavorable outcome
(probable, reasonably possible, or remote).
The amount or range of possible loss. 110
10 7 Raiborn, Solving Audit Problems, p. 56.
108Raiborn, Audit Problems, p. 30.

109 American Institute of Certified Public
Accountants, AICPA Audit and Accounting Manual, p. 7300.03.
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Similar details are also required for certain
unasserted claims for which small business management
may not be able to provide. 111

A letter requesting the

identified unasserted claims is more appropriate in small
business audits.

An illustration of this alternative

letter for small businesses is presented in the AICPA Audit
and Accounting Manuai. 11 2
Management Representation Letter
SAS 19, "Client Representations," requires the
auditor to obtain certain written representations from
management concerning inquiries or assertions made by
management in the financial statements.

A management

representation letter serves two purposes:

(1)

to em-

phasize to the client company's management their responsibility for complete and accurate financial statements
(even if the financial statements and related notes were
prepared by the auditor), and (2) to provide audit evidence, particularly in areas not subject to normal audit
procedures. 113

In relation to these purposes, the auditor
1",

typically requests management representations concerning

I
I

llOAmerican Institute of Certified Public
Accountants, Applying Selected SAS's, p. 10.3.
lllRaiborn, Audit Problems, p. 30.
112 American Institute of Certified Public
Accountants, AICPA Audit and Accounting Manual, p. 7300.02.
113Taylor, Auditing: Integrated Concepts, p. 645.
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the following:
1.

Management is responsible for the fair presentation
of the financial statements.

2.

Management has made available all financial
records.

3.

There are no irregularities involving management.

4.

There are no violations of laws or regulations
whose effects should be considered for
disclosure. 114
Frequently, auditors encounter difficulty in

effectively communicating to small business management with
limited accounting knowledge the purpose and meaning of the
client representation letter required by SAS 19. 115

Small

business clients tend to believe that the auditor is
responsible for the accounting services as well as verification of the financial statements, and therefore, fail
to understand that they are still responsible for the
financial statements even though the auditor prepared
them. 116

It seems only natural that a client would be

reluctant to sign a representation letter containing
technical terms which he/she does not understand.

Such

terms as "irregularities," "unasserted claims," "related
parties." and even "accounting principles"' should be
explained to the client.117
1 1 4 Raiborn, Audit Problems, p. 31.
115 Raiborn, Solving Audit Problems, p. 54.
116Raiborn, Audit Problems, p. 31.
117 Raiborn, Solving Audit Problems, p. 54.
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Other modifications of the letter to better fit the
needs of the small business auditor might include management representations regarding the proper segregation of
business and personal items, capital account transactions,
and acknowledgment of the auditor's recommended adjusting
journal entries.118
Material Weaknesses in Internal
Accounting Control
SAS 20, "Required Communication of Material
Weaknesses in Internal Accounting Control," states that
the auditor must communicate to senior management and to
the board of directors on its audit committee material
weaknesses in internal accounting control that come to
his/her attention during the audit.

SAS 1, section 320.68,

as amended by SAS 30, "Reporting on Internal Accounting
Control," defines a material weakness in internal accounting control as:
a condition in which the specific accounting procedures
or degree of compliance with them do not reduce to a
relatively low level the risk that errors or irregularities in amounts that would be material in relation to
the financial statements being audited may occur and
not be detected within a timely period by employees in
the normal course of performing their assigned
functions. 119
The auditor is not expected to extend his/her audit

I,',1,1

specifically for the purpose of searching for material
118 Raiborn, Audit Problems, p. 31.
l19American Institute of Certified Public
Accountants, Codification of Statements, p. 642.62.
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internal accounting control weaknesses.

Rather, detection

of such material weaknesses is only incidental to the
audit. 120

Any material weaknesses the auditor does detect

in the course of his examination must be communicated,
preferably in written form, to the client even if the
client has no intention of correcting the weaknesses. 121
Many small businesses have certain internal accounting
control deficiencies that are not cost-beneficial to
correct, such as limited segregation of duties.

Many

practitioners believe that communication of such deficiencies year after year is redundant and an unjustified
expense.12 2

SAS 20 offers no illustration as to how these

deficiencies may be communicated meaningfully to the small
business management. 123

However, the AICPA Audit and

Accounting Manual provides an illustration of how this
information may be communicated in summarized form.
According to the illustration, written communication should
include the following at a minimum:
1.

A statement indicating the limited purpose of study
and evaluation of internal accounting control.

2.

A disclaimer of opinion on the internal accounting
control system.

120American Institute of Certified Public
Accountants, Applying Selected SAS's, p. 8.4.
121Raiborn, Solving Audit Problems, p. 58.
122 Raiborn, Audit Problems, p. 32.
123Raiborn, Solving Audit Problems, p. 58.
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3.

A definition of material weaknesses.

4.

A description of the specific weaknesses.

5.

A statement that the material weaknesses were
considered in designing the audit program.

6.

A statement that the letter is for restricted
distribution. 124
SAS 20 is essentially designed to protect the

auditor by avoiding negligence litigation.

The standard,

however, does not consider certain aspects of the small
business audit.125
Analytical Review Procedures
SAS 23, "Analytical Review Procedures," provides
the auditor with guidance in performing analytical review
procedures.

Analytical review procedures are substantive

tests of financial statement information which are carried
out by studying and comparing relationships among data.
Examples of analytical review procedures include comparing
financial statement information with data from prior
periods with anticipated results and with industry
averages, studying expected financial relationships, and
studying relationships of financial and non-financial
information. 126

124 American Institute of Certified Public
Accountants, AICPA Audit and Accounting Manual, p.
10250:04.
12 5Raiborn, Audit Problems, p. 32.
126American Institute of Certified Public
Accountants, Codification of statements, p. 318.04.
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The standard on analytical review procedures is
very general, whereas the auditing profession needs more
specific guidelines as to how the procedures can be applied
at various stages of the audit and what the risks are
associated with the use of analytical review procedures.
Two different viewpoints exist concerning the risk of using
analytical review procedures in small business audits.

One

viewpoint suggests that since analytical review procedures
are inherently more risky than other substantive tests that
directly test account balances or transactions, they may
provide less competent evidence than these other substantive tests with limited segregation of duties and weak
internal accounting control.12 7
The other viewpoint suggests that the risk of using
analytical review procedures may be offset by the value of
using these procedures in an entity with limited segregation of duties.

These procedures should provide assurance

of the accuracy and reliability of the financial statements
as each relationship is confirmed. 128
Summary of Significant Audit Problems Encountered
in Small Business Engagements
A research study performed by D. D. Raiborn
revealed the most pervasive problems encountered by the
auditors of small businesses and their relation to the most
1 27 Raiborn, Audit Problems, p. 33.
128Ib'd
1 . , p. 34.
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prevalent characteristics of small businesses.

Exhibit A

summarizes these findings.
Special considerations are necessary in deciding on
the audit strategy and in designing audit programs for
small businesses because of these characteristics which are
peculiar to a small business environment.

If the same

audit approach for large companies is used for small
companies, the auditor runs the risk of performing an
ineffective audit (underauditing) or an inefficient audit
(overauditing), neither of which is desirable.

The auditor

must obtain enough evidence to support his/her opinion, but
he/she does not want to unnecessarily run up the cost of
the audit.

Therefore, the appropriate audit approach must

be tailored to the specific characteristics of the small
business client.129

129 American Institute of Certified Public
Accountants, Designing Audit Programs for Small Business
Engagements (New York: AICPA, 1984), p. 1.3.

CHAPTER V
THE ACCOUNTING STANDARDS OVERLOAD
ON SMALL BUSINESSES
Since many of the auditing standards are issued in
response to pronouncements of the FASB, the study of the
accounting standards overload is consequential in order to
sufficiently address the standards problem.

Just as the

auditor has problems complying with GAAS and SAS's in the
small business audit, the small business has similar
problems complying with GAAP.

The veritable plethora of

accounting standards being produced by the FASB places a
burden on the entire business community, but the impact on
small businesses is especially overwhelming. 130

In order

to adequately analyze the standards overload problem, it
must be determined whether current accounting standards
produce financial statements that satisfy the needs of the
financial statement users.

In doing so, the users of small

business financial statements must be identified.
Users of Financial Statements
Users of business financial statements include investors, creditors, bankers, management, financial analysts,

130 Lowe, "Standards Overload," p. 57.

49

50

and others.

Members of the FASB have indicated that the

primary users of small business financial information are
owner/managers and lenders.

A survey of several small

businesses enterprises also revealed that owner/managers
are the principal users of their financial statements. 131
Problems in Applying Generally Accepted Accounting
Principles to Small Businesses
In the majority of studies that have been conducted
by the AICPA and the FASB, there is an underlying presumption that user needs for small private businesses differ
from those for large public businesses.

Their studies

emphasize the excessive burden imposed on small companies
to produce information not needed by financial statement
users. 132

The problem is not only one of user needs,

but also one of costs versus benefits of supplying the
necessary information to be in compliance with GAAP.
Financial Statements that report financial position and
results of operation in accordance with GAAP focus primarily on external users, such as investors, creditors, and
others.

In some instances, there are no external users of

small business financial statments, in which case GAAP
should not be necessary and would not be cost effective. 133

131Arthur R. DeThomas and William G. Fredenberger,
"Accounting Needs of Very Small Business," CPA Journal 55
(October 1985) :14.
132 Lowe, "Standards Overload," p. 57.
13 3 11 The FASB Responds to Small Business," p. 23.
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The accounting standards overload problem may be
summarized as follows:
1.

The application of a particular standard may be
disproportionately costly for small companies.

2.

The information provided by a particular standard
may not be relevant to the owner/manager of the
small business or the users of small business
financial statements.

3.

The application of a standard has a particularly
undesirable impact on the financial statements of
smaller companies.

4.

The concerns of small business accounting firms are
not adeqvately considered in the standard-setting
process. 134
Cost Benefit Analysis
Small companies, with limited staffs and resources,

might incur significant incremental costs when they are
required to comply with new accounting standards. 135

The

more complex GAAP requirements generally are not even
relevant to small companies and their financial statement
users.

Any cost of irrelevant information is excessive as

it offers no benefits to the small business.

Even when

relevant, the costs of complying with new standards, sometimes in the form of increased professional fees, often
exceeds their benefits for small businesses. 1 36

134 Ibid., p. 18.
135upton, "FASB Response," p. 96.
136 Lowe, "Standards Overload," p. 57.
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Irrelevant Information
Financial statements that are prepared in accordance with GAAP may be of little value to the unsophisticated owner/manager due to lack of accounting knowledge. 137
Accrual based income statement items and cost basis balance
sheet values limit the value of the information in performance measures, planning, and decision making. 1 38

Rather,

it is the carefully-designed cash basis record keeping
system that will meet the needs of the small business
manager.1 39

Therefore, the accounting data prepared should

be directed to their understanding and needs, particularly
cash flow information.140
Other standards may require disclosures that,
while appropriate for a public company, may be of less or
no value in the financial statements of a closely held
business.

For example, the FASB statement related to

disclosure of earnings per share may not be relevant to
small businesses.141

13 7 DeThomas,"Accounting Needs of Very Small
Business," p. 14.
138 Ibid., p. 22.
139 Ibid., p. 23.
140 Ibid., p. 14.
14lupton, "FASB Response," p. 97.
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Undesirable Impact on Financial Statements
While a particular standard may have an important
effect on the financial statements of a large company, the
same standard may be pervasive in the financial statements
of a smaller business with less extensive operations.

A

standard that requires certain costs be charged to expense
as incurred might have limited impact on a large enterprise.

The same standard could have a dramatic, undesir-

able effect on the financial statements of a smaller
business. 142
"

i'

Concerns of the Accounting Firm
Because small businesses lack the educated internal
staff, they need outside assistance to aid in diagnosing
problems and help in translating technically oriented
solutions into effective managerial programs. 143

Small

companies also need help to remain aware of the changing
standards with which they must comply.

ii

Most often the

burden of meeting these needs falls on the accounting firm.
The expansion of GAAP imposes a burden on all accounting
firms to update their professional knowledge.

Small

firms are unable to reduce the burden on their individual

',i

accountants through specialization as easily as the larger

!i

accounting firms do.

Another concern to the small

142 rbid.
1 43 Harper, "Small Business," p. 124.

.1\,!
i
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accounting firm is the possibility of facing greater fee
resistance.

Consequently, the expansion of GAAP puts small

companies at "a competitive disadvantage and threatens to
erode the quality of professional practice. 11 144

I

I
!

144 Lowe, "Standards Overload," p. 60.

CHAPTER VI
SOLUTIONS TO THE ACCOUNTING STANDARDS OVERLOAD
The standards overload problem has gained national
attention in the past decade.

The AICPA and the FASB are

working on the solution, but the problem is not a black and
white issue and neither is the answer.

The overload prob-

lem is multi-dimensional with the following aspects:
(1) cost-benefit,

(2) quality of professional practice,

and (3) communication and understanding between auditors
and financial statement users. The solution may be from

.1

combined efforts in several different areas.
'!!

Guidance in Solving the Problem
The AICPA and the FASB must first focus their
attention on how certain accounting issues affect different
businesses.

By directing their attention on smaller, more

identifiable groups and on accounting for individual
transactions, their efforts may be more successful than
trying to solve the problem on a broad spectrum.

145

The FASB must also attempt to identify those accounting standards that may need differential treatment depending on the business.

The FASB has already provided

145 Ibid.

t
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optional exemption from certain disclosures in several
areas.
The next task that must be addressed is to determine what form of special treatment is to be given to the
financial reporting issues.

Several answers have been

discussed and generally fall within three categories:
(1) differential recognition,

(2) differential measurement,

and (3) differential disclosure. 146
Differential Recognition
The notion of differential recognition asserts that
an asset or a liability should be excluded from the statements of smaller businesses. 147

In the opinion of most

accounting professionals, differential recognition would
have detrimental effects upon the credibility of financial
reporting.

The notion of "generally accepted" accounting

principles that are supposed to "present fairly" does not
reconcile with the idea of optional exemptions from recognition.148

Consequently, this type of differential

treatment is not widely supported.

Differential Measurement
Differential measurement, as distinguished from

14 6 upton, "FASB Response," p. 97.
147Lowe, "Standards Overload," p. 60.
I

148upton, "FASB Response," p. 98.
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differential recognition, would require conunon recognition
of assets and liabilities by all companies.

The differen-

tial treatment would result from different companies being
able to apply simplified measurement techniques to certain
assets or liabilities.

Some of the same concerns with

differential recognition are also present with differential
measurement, but if an underlying economic difference in
the transaction being measured or in the basis of measurement can be demonstrated, the notion of differential
measurement would be more acceptable. 149

It is expected

that much of the differential treatment will be of this
type.150
Differential Disclosure
The notion of differential disclosure implies
optional exemption from certain disclosures.

The FASB

has already provided optional exemptions from certain
disclosures that will be discussed later.

The criteria

for exemption apparently depends on whether the cost of
obtaining the information is considered to be greater than
the value of the information itself in the small business
environment. 151

i

!

149 rbid.
150 Lowe, "Standards overload," p. 60.
1 51 upton, "FASB Response," p. 98.
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The FASB Response
The FASB clearly believes that it is addressing the
problems of small business issues with financial reporting. 152

In 1981, the FASB initiated a major research

effort that included in-depth reviews of studies by the
AICPA and the Financial Executives Institute.

Since that

time, the FASB has moved away from addressing small business concerns within a separate small business project in
favor of an approach that integrates small business considerations into each project. 153

The FASB has also

appointed a small business advisory group that serves as a
sounding board for issues of particular concern to small
business.

However, the problems are not being alleviated

to the extent that the small business constituency would
wish.154

The following changes may be cited as progress in

the relief of the financial reporting issues plaguing small
business.
Nonpublic companies have been relieved of the
requirement of reporting earnings per share and segmental
information and supplemental inflation disclosures.

Small

businesses have also been exempt from disclosing oil and
152wayne s. Upton, Jr., "The FASB and Small
Business: An Update," Journal of Accountancy 163 (June
1987):137.
153Keith Wishon, "The FASB and Small Business:
Improving the Dialogue," Journal of Accountancy 159
(February 1985):101.
154upton, "The FASB and Small Business," p. 137.
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gas reserves, and from preparing proforma information on
, business
.
·
155
cer t ain
corob,ina t ions.

The requirement for the

preparation of the statement of changes in financial
position has also been relieved by opting for a statement
of cash flows.

As cited earlier, cash flow information is

much more meaningful to the small business as it presents
information about the cash receipts and payments of a
company during a reporting period.

New FASB statements

have also been issued on accounting for income taxes, that
replaces the deferral method with the liability approach
and on disclosure requirements for accounting for pensions.156
Other standards that may be candidates for differential treatment include accounting for inventories at
lower of cost or market, accounting for contingencies, use
of the equity method of accounting for contingencies, use
of the equity method of accounting for investments, capitalization of leases, discounting payables and receivables,
related party transactions, and pending pollution control
litigation. 157
In making these changes, it is of the utmost
importance for the FASB to educate the public, including
the users of financial statements, to the acceptance of
1 5 5Lowe, "Standards overload," p. 58.
156upton, "The FASB and Small Business," p. 138.
1 57 Lowe, "Standards overload,
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p. 60.
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audited reports, particularly when differentiation is
called for in applying the standards. 1 5 8
I

;

'i
I

158 I b'd
1 •

,

p. 61.
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CHAPTER VII
CONCLUSION
The research conducted in this study validated the
standards concerns of the auditors of small businesses and
the small business constituency.

The oversights in the

auditing and reporting standards do cause significant
problems in their application to the small business.

Since

the regulatory agencies have acknowledged these problems,
much attention has been given to understanding the problems
and to finding workable solutions to the problems.

i

Even

though the FASB has changed their method of handling small
business needs to an issue-by-issue approach, the majority
of the already existing problems apparently are not being
alleviated quickly enough.

i

As the AICPA and FASB develop tentative decisions
concerning each of their future projects, it is important
that the small business constituency make an effort to
provide input concerning their needs.

This is the most

promising method of ensuring that the needs of the small
business are adequately met in future standards.

It is

recommended that small businesses and CPAs from small firms
participate to the fullest extent possible in the process
of establishing and modifying the standards.
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